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Conditions precedent to 3% party contacts
DISCLOSURE STATEMENT

This advice constitutes return information subject to I.R.C.
§ 6103. This advice contains confidential information subject to
attorney-client and deliberative process privileges and if
prepared in contemplation of litigation, subject to the attorney
work product privilege. Accordingly, the Examination or Appeals
recipient 0of this document may provide it only to those persocns
whese official tax administration duties with respect to this
case requlire such disclosure. In nc event may this document be
provided to Examinaticn, Appeals, or other persons beyond those
specifically indicated in this statement. This advice may not be
disclosed to taxpavers or their representatives.

This advice is not binding on Examinaticn or Appeals and is
not a final case determination. Such advice is advisory and does
not resolve Service position on an issue or provide the basis for
closing a case. The determination of the Service in the case is
to be made through the exercise of the independent judgment of
the office with jurisdiction over the case.

ISSUE:

Whether the Internal Revenue Service 1s required first to
attempt to secure infeormation from the taxpayer before a 37
party contact can be made?

CONCLUSICN:
The Internal Revenue Service is not required first to

attempt tc secure information from the taxpayer before a 3¢
party contact can be made.
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FACTS AND DISCUSSION:

The taxpayer is under examination for the B -xahie
period. It submitted additional information to the Appeals
Office 1n its protest. The Appeals Office has released
jurisdiction and has requested the Examination Division to
consider the new facts submitted by the taxpayer. It is
necessary to develop the facts and make 3™ party contacts to do
so. Since the issue involves the contemporaneous intent of the
taxpayer in the classification of fund transfers as debt or
equity, it is necessary to see what representations were made to
3 parties with whom the taxpayer has had contact.

Specifically, this includes the accountants perfcrming the
certified audit and the State of Ohic. Although the taxpayer
claims the transfers to be eqguity, the transfers were initially
reported as debt to the State of OChic. The period was
examined by the State of Ohio and the debt classification was not
changed. It was only after the Internal Revenue Service
identified the issue that the debt was reclassified to equity and
the State of Ohio informed of the change. The taxpaver claims
that based on an Internal Revenue Service announcement, 3% party
contacts can only be made after the taxpayer has been presented
with a chance to produce the information scught by the Internal
Revenue Service from the 3 parties.

The 1998 Restructuring and Refcrm Act modified I.R.C.
§ 7602 (c) to include three specific requirements: (1) that pre-
contact notice cof possible 3 party contacts be provided;
{2) that the contacts be recorded in writing; and (3) that the
contacts be reported. The taxpayer 1s to periodically be
provided with a list of the contacts. Pre-contact notice of
specific contacts 1s not required. 1In fact, the Senate Finance
Committee initially included pre-contact nctice of specific
contacts but this propcosal was modified by the Cenference
Committee and was not included in the final legislation.

Consistent with the legislative history, Chief Counsel and
the National Rescurce Center have both concluded that the pre-
contact notice provision neither requires pre-contact
identification of specific 3™ parties, nor does it give the
taxpayer a right to prevent the contacts.

On March 22, 1899, the Internal Revenue Service announced a
policy change (IR-138389-28) in order to reduce the need for
sending out third-party contact letters to taxpayers. The
taxpayer claims that the announcement requires that the Internal
Revenue Service first seek the information from the taxpaver
before third-party contacts can be made. We disagree.
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IR-19989-28 indicates that the change was made to reflect the
Internal Revenue Service's long-standing policy of contacting 3+
parties only as a last rescort which would mean for the vast
majority of field examinations that the 3% party notice would be
sent only if the Internal Revenue Service was unable to collect
the needed information from the taxpayer. The objective of the
announcement was to prevent 37 party notification letters where
there was no need to contact cutside parties, which had the
effect of needlessly alarming taxpayers.

IRM 4235 discusses the circumstances surrounding 3% party
contacts. IRM 4235(1l) acknowledges that despite the fact that a
taxpayer cooperates, 3 party information may be needed in in-
depth examinations. IRM 4235(2) reflects that a third party
investigation may be the only methed available tc arrive at an
accurate conclusion. IRM 4235(5) recognizes the importance of
37 party contacts. The totality of the policy considerations
contained in IRM 4235 and IR-1999-28 is merely that unnecessary
3¢ party contacts should be avoided, and that the information
should first be secured from the taxpayer to the extent possible.

The issue in this case concerns the appropriate
classification of amounts as debt or equity involved in
transactions between related parties. You intend to make a 3+
party contact with the State of Ohioc in order to determine the
representations made by the taxpayer concerning thelr
classification of these amounts as debt. We understand that the
State of Ohio audited the taxpayer's franchise tax liability for
the same period. In a closing conference, we understand that the
taxpayer's Tax Director admitted that he purposefully classified
these as debt to avoid Ohic franchise tax. While the taxpayer
may have some of the information necessary to make this
determination, 1t may not cr may not be able or willing to
provide all of the information.

As reflected in the IRM considerations, a 3™ party contact
in this instance to determine the representations made to a 3%
party in an attempt to determine the intent of the taxpaver is
reasonable under the circumstances. The issue here invclves
intent, which the courts have found difficult to determine. The
Tax Court has acknowledged that this type of information is
limited and generally difficult to secure. The Tax Ccourt has
refused on occasion to allcow privileges to block access to this
type of information because of its probative value and since it
would be unfair to deny access. See Bernardo v. Commissicner,
104 T.C. 677 (1995). Therefore, while you may want to seek this
informaticon from the taxpayer (either before or simultanecusly
with the 3" party contact), we see no requirement that you do so
in this instance pricr to initiating a valid 3% party contact.
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Otherwise, this additional requirement would be tantamount to
giving the taxpayer the right to prevent the contacts, which was
contemplated neither by the law nor the Internal Revenue Service.

Please contact the undersigned at (615) 250-5072 if yocu have
any gquestions. Attached is a client survey which we request that
you consider completing. The client survey is an attempt to
measure your satisfaction with the service provided by this

office. We expect to be able to use your response to improve the
services that we provide to you.

JAMES E. KEETON, JR.
‘ District Cou9§g§

\GOWARD“P. LE
Senior Attorney




